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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Accountants,
in authorizing the publication of this matter, distinctly disclaims any re
sponsibility for the views expressed. The answers given by those who reply are
purely personal opinions. They are not in any sense an expression of the In
stitute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

LOSS ON OPERATION OF BUILDING

Question: Is it proper in any circumstances to capitalize the loss for the
first year’s operation of a new office building? I do not refer, of course, to
carrying charges during construction but have in mind the fact that it usually
takes some time to get a new building fully rented and the question is whether
this loss could be properly capitalized?
Answer: I do not know of any circumstances in which it would be advisable
to capitalize the loss resulting from the first year’s operations of a new office
building.
It is, of course, often true that for the first year at least the building is not
fully occupied and, therefore, the loss in operation results. This loss, however,
might continue for the second, third and fourth years and, therefore, this con
tingency would seem to preclude the arbitrary capitalization of losses at the
end of the first, second, third or fourth years. The results of operation should
be measured from the date the building was completed and ready for occupancy.
Answer: In reply to the question “Is it proper in any circumstances to
capitalize the loss for the first year’s operations of a new office building?” there
necessarily must be a dividing line between preparing to operate and operating,
and ordinarily the line falls between the two distinct periods of construction and
operating for profit. When there is a no-man’s land between the two we have
to deal with an intermediate net expense which strictly speaking is neither
capital charge nor operating item and this in-between period, of course, is
measured not by time but by results.
In the analogous situation of most new mills, starting-up expense is common,
and we believe the customary view is that such expense is a proper charge
against profits but not the whole amount against the profit of any one year,
the theory doubtless being that starting-up expense benefits all years. Theo
retically exact treatment would apportion such expense over the entire life of
the project, but that being unknown the usual practice is to care for it over the
fewest number of years which conveniently can absorb it.
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Our suggestion in answer to the specific question therefore would be to
mark the first month in which current rental equals current expense as the
beginning of the true operating period and treat as a deferred charge, to be
written off proportionately over a reasonable number of years, the net expense
of the prior partial or partially effective operation.
Answer: This is one of the border-line questions. I always advocate the
sound practice of capitalizing as little as possible. Your question goes on to
exclude specifically “carrying charges during construction,” which are of course
permissible and indeed proper. It is difficult to say that in no conceivable
circumstances would a certain course be proper. For instance, I can imagine
the erection of a large office building or apartment house in a newly developed
section or in a part of the town or city not yet fully developed. In this case
the land would be relatively cheap, but the building would be erected with the
full knowledge that it was in anticipation of future requirements. It might
easily happen that the building was only half rented for the first two or three
years, but on the other hand by the time it was fully rented, bringing in a good
revenue, the further developments of the district would have added con
siderably to the land value.
In such a case as the foregoing, where it is beyond doubt that real-estate
values are going up and it was foreseen that there would have to be losses for
one or more years, I think it would be proper to capitalize the proportion of
interest and taxes applicable to the unrented portion of the building, but a case
like this would have to be considered on its merits and no hard and fast rule
could be laid down. I do not think any portion of operating expenses should be
capitalized because they are for the benefit of the tenants and the vacant space
will not require any proportionate outlay for operation.
A question may be raised as to whether the items of interest and taxes and of
accrued operating expenses, or, as an alternative, the net loss on operating
could not be carried forward as a deferred charge. In many cases this might
be preferable to capitalizing the amount, as deferred charges are always
assumed to be written off within three or five years at the most.
ACCOUNTANTS’ CERTIFICATES
Question: It has come to our attention that some of our accountants are
having printed on the front sheet of their report the following:
“ Our certificate or report upon an audit or examination is delivered to client
upon express condition that any advertisement, publication or copy therefrom
of such certificate or report, shall be in exact form submitted. Any modifica
tion must be approved by us in writing before any such advertisement or
publication.”
We would be glad to have you advise us in reference to this statement as to
whether it is being done generally, or is it only locally, and if it would be
advisable to put such a statement on the report?

Answer: In reply to your inquiries regarding a form of notice which is
expressed in the letter relating to the advertisement, publication or copy of an
accountant’s report submitted to a client, we would say that we have noticed
such a statement only in a few instances. It is our opinion that the use of such
a notice on an accountant’s report is not a general practice.
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It is somewhat difficult to answer your question as to whether it would be
advisable to place such a notice on a report to a client. About the only reply
we could make is that it would be advisable wherever it appears to be necessary.
To use it has never seemed to be necessary and, therefore, we have never used
the form. Our clients seem generally to recognize the impropriety of modifying
any form or statement made in a report to them and so far as we are aware no
client of ours has ever used our name in publication without first consulting us
and obtaining our approval as to the form of the matter to be used.
We are somewhat reluctant to make suggestions affecting the practice of any
other accountants because we believe that in all cases such practices depend
largely upon the varying natures of the clients. Accordingly, it appears to us
that we could only repeat our suggestion expressed above, that it is advisable to
use such a form in any case where it would appear necessary, giving due regard
to the standing and reputation of the client.
Answer: In reply to your inquiry we would advise you that it is not our
practice, nor do we think it is likely that we shall adopt the practice, to print in
our reports any such statement of limitation as the one quoted by your corre
spondent. We have occasionally seen such a statement in reports of other
firms but we do not think that the custom is a general one.
Answer: Our reports are issued subject to the following restriction in regard
to reproduction by the client:
“ Our reports and certificates are issued on the understanding, with regard to
publication, that unless they are reproduced in their entirety, any summaries
thereof, excerpts therefrom, or references thereto, shall be submitted to us for
our approval before they are published.”
This wording is printed at the foot of the first page of the report.
For your information, somewhat similar restrictions with regard to the
reproduction of their reports are imposed by other nationally known accounting
firms, but we are not in a position to advise you as to the exact phraseology.

AUDIT OF BOOKS OF MEMBERS OF THE NEW YORK STOCK
EXCHANGE

Question: Will it be possible to obtain an expression of opinion as to the
proper methods to pursue in the following situation?
“A” is engaged in auditing the books of a member of the New York stock
exchange. He finds in the customers’ ledger accounts in the names of various
persons for whom there is no address, i.e. statements are delivered to the cus
tomers at the main office, and other accounts in the name of persons whose
addresses are given as “care of” one of the branch offices. “A” also finds
various numbered accounts and is advised that those are the accounts of certain
persons whose names and addresses are furnished.
To what extent should such customers’ accounts be verified, having in mind
the requirements of the committee on business conduct of the New York stock
exchange and the provisions of the usual fidelity bond carried by brokers?
Answer: Request should be made for names and correct addresses of all
customers for the purpose of obtaining direct confirmation of all customers’
accounts. If one can not obtain permission to send letters of confirmation to
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certain customers whose accounts are identified by numbers only, or to any
other customers, a certificate as to the correctness of accounts of such cus
tomers should be obtained from the firm under audit, signed by all the partners
of that firm, and the auditor’s report should be qualified by a careful statement
of the facts.
Answer: If the firm whose books are being examined carries any accounts
for its employees, it is our custom to distribute their statements directly to
them ourselves. When it is the firm’s practice to deliver statements to cus
tomers at the main office, we obtain the home or business addresses of such
customers and mail statements with request for confirmation directly to them.
In cases where we find that the customers’ addresses are in care of branch
offices or salesmen, we insist upon procuring proper home or business addresses
in order that the accounts may be confirmed directly with the customers.
If the customer has authorized the broker, in writing, to hold all notices and
confirmations for his account, such authorization is called for and examined by
us. If the customer has given a partner of the firm, in writing, discretionary
power over his account, we examine the letter. If we are satisfied that the
letter is from a bona-fide customer and represents his wishes, we accept con
firmation from the partner or other person designated by the customer to
handle the account.
If the information which we require properly to confirm the customers’
accounts is not forthcoming, we set up such accounts in a separate group in the
report and questionnaire, stating the reason why they were not confirmed.

Answer: In order to verify customers’ accounts in a manner that is accepta
ble to the committee on business conduct of the New York stock exchange, one
should obtain the signature of each customer to a confirmation statement.
Either give the statement by hand personally to the customer and obtain his
signature or mail the statement. If customers do not reply, send by registered
mail the second requests for confirmation. Visit branch offices personally and
hand out statements. Never give statements to an office manager to be in
turn given to customers. Either obtain a confirmation from the customer or a
registered letter receipt from the post office to show delivery.
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